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INTRODUCTION TO
THE STATE OF CALIFORNIA AND APPENDIX A

APPENDIX A is the part of the Official Statement that provides investors with
information concerning the State of California. This Introduction is intended to give readers a
very brief overview of the main topics covered in APPENDIX A. Investors are advised to read
the entire Official Statement, including APPENDIX A, to obtain information essential to making
an informed investment decision. See “Certain Defined Terms” at the end of this section for
certain defined terms used in this APPENDIX A.

State Financial Condition

During the recent recession, which officially ended in 2009, the state experienced the
most significant economic downturn since the Great Depression of the 1930s. As a result, state
tax revenues declined precipitously, resulting in large budget gaps and occasional cash shortfalls
in the period from 2008 through 2011.

The state enacted and maintained significant spending reductions in the past three
budgets and voters in 2012 approved Proposition 30 providing increased revenues through the
next several fiscal years. As of the 2014-15 Governor’s Budget, the state’s budget is projected to
remain balanced within the projection period ending in fiscal year 2017-18. See “PROPOSED
FISCAL YEAR 2014-15 BUDGET — Multi-Year Budget Projections.”

Despite the recent significant budgetary improvements, there remain a number of major
risks and pressures that threaten the state’s financial condition, including the need to repay
billions of dollars of obligations which were deferred to balance budgets during the economic
downturn. See “DEFERRED OBLIGATIONS” and “CURRENT STATE BUDGET — Budget
Risks.” In addition, the state’s revenues (particularly the personal income tax) can be volatile
and correlate to overall economic conditions. There can be no assurances that the state will not
face fiscal stress and cash pressures again, or that other changes in the state or national
economies will not materially adversely affect the financial condition of the state.

State Revenues, Expenditures and Cash Management

The state receives revenues from taxes, fees and other sources, the most significant of
which are the personal income tax, sales and use tax, and corporation tax (which collectively
constitute over 90 percent of total General Fund revenues and transfers). The state expends
money on a variety of programs and services. Significant elements of state expenditures include
education (both kindergarten through twelfth grade (“K-12”") and higher education), health and
human services, and correctional programs. For a discussion of the sources and uses of state
funds, see “STATE FINANCES.”

The 2013 Budget Act and related legislation (the “2013-14 Budget”) provided for a
multi-year General Fund plan that was balanced and projected a $1.1 billion reserve by the end
of fiscal year 2013-14. The 2014-15 Governor’s Budget now projects that the state will end
fiscal year 2013-14 with a reserve of $3.257 billion. See “CURRENT STATE BUDGET”.



The 2014-15 Governor’s Budget proposes a multi-year General Fund strategy that is
structurally balanced, significantly pays down the unprecedented level of budgetary borrowings,
debts and deferrals which were accumulated in order to balance budgets largely over the past
decade (“wall of debt”), and projects the “wall of debt” would be fully eliminated by the end of
fiscal year 2017-18. See “DEFERRED OBLIGATIONS.” Additionally, for the first time since
2007-08, the budget includes a transfer into the Budget Stabilization Account (“BSA” or “rainy
day fund”). For more information on the Governor’s proposed budget plan, see “PROPOSED
FISCAL YEAR 2014-15 STATE BUDGET.”

The state manages its cash flow requirements during the fiscal year primarily with a
combination of external borrowing and internal borrowing by the General Fund from over
700 special funds. Since June 2008, the General Fund has typically ended each fiscal year with a
net borrowing from these special funds. As of June 30, 2013, the General Fund owed
$2.435 billion to these special funds and other state funds from internal borrowing for cash
management purposes (compared to almost $9.593 billion owed at June 30, 2012 and
$8.165 billion at June 30, 2011). See “STATE FINANCES — Inter-Fund Borrowings.”

General Fund

The moneys of the state are segregated into the General Fund and over 1,000 other funds,
including special, bond and other funds. The General Fund consists of revenues received by the
State Treasury and not required by law to be credited to any other fund, as well as earnings from
the investment of state moneys not allocable to another fund. The General Fund is the principal
operating fund for the majority of governmental activities and is the depository of most of the
major tax revenue sources of the state. For additional financial data relating to the General Fund,
see the State Controller’s unaudited reports of General Fund cash receipts and disbursements
attached to this APPENDIX A as EXHIBIT 1 and EXHIBIT 2 and the audited financial
statements in APPENDIX F to this Official Statement. See “STATE FINANCES” and
“FINANCIAL STATEMENTS.”

The state Constitution specifies that an annual budget shall be proposed by the Governor
by January 10 of each year for the next fiscal year (the “Governor’s Budget”). Under state law,
the annual proposed Governor’s Budget cannot provide for projected expenditures in excess of
projected resources for the ensuing fiscal year. State law also requires the Governor to update
the Governor’s Budget projections and budgetary proposals by May 14 of each year (the “May
Revision”). The May Revision is normally the basis for final negotiations between the Governor
and Legislature to reach agreement on appropriations and other legislation to fund state
government for the ensuing fiscal year (the “Budget Act”). The state Constitution calls for
adoption of a balanced budget by a majority vote of each House of the Legislature (the vote
requirement had been two-thirds prior to 2011) by June 15 of each year. The Governor has
12 calendar days to either sign or veto the enrolled budget.

Over the years, a number of laws and constitutional amendments have been enacted,
often through voter initiatives, which have made it more difficult for the state to raise taxes,
restricted the use of the General Fund or special fund revenues, or otherwise limited the
Legislature and the Governor’s discretion in enacting budgets. See “THE BUDGET PROCESS
— Constraints on the Budget Process.”



State Indebtedness and Other Obligations

As of February 1, 2014, the state had outstanding obligations payable principally from
the state’s General Fund or from lease payments paid from the operating budget of the respective
lessees, which operating budgets are primarily, but not exclusively, derived from the General
Fund, consisting of $75.2 billion principal amount of general obligation bonds and $10.2 billion
of lease-revenue bonds. As of February 1, 2014, there was approximately $27.6 billion of
authorized and unissued long-term voter-approved general obligation bonds payable principally
from the General Fund and approximately $5.87 billion of authorized and unissued lease revenue
bonds. See “STATE INDEBTEDNESS AND OTHER OBLIGATIONS — Future Issuance
Plans; General Fund Debt Ratio.”

Certain state agencies and authorities issue revenue obligations for which the General
Fund has no liability. Revenue bonds represent obligations payable from state revenue-
producing enterprises and projects, which are not payable from the General Fund, and conduit
obligations payable only from revenues paid by local governments or private users of facilities
financed by the revenue bonds.

California has always paid when due the principal of and interest on all its debts,
including general obligation bonds, general obligation commercial paper notes, lease-revenue
obligations and short term obligations, including revenue anticipation notes (“RANs”) and
revenue anticipation warrants (“RAWSs”). Detailed information regarding the state’s long-term
debt appears in the sections “STATE INDEBTEDNESS AND OTHER OBLIGATIONS” and
“STATE DEBT TABLES.”

Deferred Obligations

In addition to the bonds and other obligations described in the preceding paragraphs, as
part of budget solutions in prior fiscal years the state engaged in budgetary actions which created
pressures or repayment obligations upon the General Fund in future years. Over a number of
years, the state adopted budget solutions for a fiscal year by deferring certain required payments
(including Proposition 98 payments to schools, Medi-Cal reimbursements, state payrolls and
payments to the state pension fund) from that fiscal year into the next year; ultimately these
deferrals are being repeated year after year until paid. In addition, the General Fund is the
ultimate source of repayment of deficit bonds (“ERBs”), and is obligated for certain
legislatively-approved interfund borrowings (loans from special funds), reimbursement of
borrowings from state and local governments, reimbursements to local governments and school
districts for the costs of state mandates placed on those entities under state laws, settle-up
payments for Proposition 98, payments to employees for compensated absences, costs for self
insurance, and future payment of interest owed on borrowings from the federal government for
unemployment insurance payments. (In some cases, the Legislature has the ability to modify,
further extend the timing of or even cancel the repayment of some of these obligations.) See
“DEFERRED OBLIGATIONS,” including Table 7.

The 2014-15 Governor’s Budget proposes to significantly pay down inter-year deferrals.
At the 2013 Budget Act, the total amount of deferrals and legislatively-approved budgetary
borrowing from special funds (as contrasted to short-term borrowing from special funds for cash



management purposes) was projected to be $24.9 billion by the end of fiscal year 2013-14. The
2014-15 Governor’s Budget includes further reductions in such deferred obligations of over $11
billion by the end of fiscal year 2014-15, leaving a balance of $13.9 billion. The Administration
projects that all outstanding budgetary borrowing and deferrals would be entirely repaid by the
end of fiscal year 2017-18.

As of the 2014-15 Governor’s Budget, in addition to the Proposition 98 budgetary
deferrals and settle-up payments referred to above (and set forth in Table 7), the General Fund is
obligated to repay school and community college districts for past underfunding which is
permitted under Proposition 98 (“maintenance factor”). The Department of Finance estimates
that the total outstanding balance at the end of fiscal year 2013-14 for the Proposition 98
maintenance factor would be $7.9 billion. The outstanding balance at the end of fiscal year
2014-15 is projected to be $4.5 billion. The Proposition 98 maintenance factor is repaid pursuant
to the constitutional repayment formula in years when growth in per capita General Fund
revenue outpaces growth in per capita personal income. See “STATE FINANCES — Proposition
98 and K-14 Funding.”

State Pension Funds and Retiree Health Care Costs

The two main state pension funds sustained substantial investment losses in recent years
and, despite positive investment returns in 2013, still face large unfunded future liabilities.
CalPERS reported an unfunded accrued liability allocable to state employees (excluding judges
and elected officials) as of June 30, 2012, of $28.2 billion on an actuarial value of assets
(“AVA”) basis (an increase of $1.0 billion from the June 30, 2011 Valuation) and $45.5 billion
on a market value of assets (“MVA”) basis (an increase of $7.0 billion from the June 30, 2011
Valuation). The California State Teachers’ Retirement System (“CalSTRS”) reported the
unfunded accrued liability of its Defined Benefit Plan as of June 30, 2012 at $71.0 billion on an
AVA basis (an increase of $6.5 billion from the June 30, 2011 valuation), and $80.4 billion on an
MVA basis (an increase of $12 billion from the June 30, 2011 valuation).

General Fund contributions to CalPERS and CalSTRS are estimated in the 2014-15
Governor’s Budget to be approximately $2.3 billion and $1.4 billion, respectively. The
combined contributions, which include contributions for California State University (“CSU”),
represent about 3.5 percent of all General Fund expenditures in fiscal year 2014-15. See
“PROPOSED FISCAL YEAR 2014-15 BUDGET.” There can be no assurances that the state’s
annual required contributions to CalPERS and CalSTRS will not significantly increase in the
future. The actual amount of any increases will depend on a variety of factors, including but not
limited to investment returns, actuarial assumptions, experience, retirement benefit adjustments,
and, in the case of CalSTRS, statutory changes in contributions. Recent action by the CalPERS
Board to revise amortization and smoothing policies is expected to result in more rapid increases
in state retirement contributions commencing in fiscal year 2015-16. The Board in February
2014 also adopted staff recommendations to change mortality and other assumptions, which will
result in increased contribution rates starting in fiscal year 2014-15. See “PENSION TRUSTS-
Prospective Funding Status; Future Contributions.”

The state also provides postemployment health care and dental benefits to state
employees and their spouses and dependents (when applicable) and utilizes a “pay-as-you-go”



funding policy. These are sometimes referred to as Other Post Employments Benefits or
“OPEB.” As reported in the state’s OPEB Actuarial Valuation Report, the state has an Unfunded
Actuarial Accrued Liability relating to state retirees’ other postemployment benefits which was
estimated at $64.57 billion as of June 30, 2013 (as compared to $63.84 billion estimated as of
June 30, 2012). See “STATE FINANCES — Retiree Health Care Costs.”

Financial Statements

APPENDIX F to this Official Statement, which is incorporated into this APPENDIX A,
contains the Audited Basic Financial Statements of the state for the year ended June 30, 2012,
together with certain information required by governmental accounting and financial reporting
standards to be included in the Financial Statements, including a “Management’s Discussion and
Analysis” that describes and analyzes the financial position of the state and provides an overview
of the state’s activities for the fiscal year ended June 30, 2012. See “FINANCIAL
STATEMENTS.”

In addition, EXHIBIT 1 and EXHIBIT 2 to APPENDIX A contains the State Controller’s
unaudited reports of General Fund cash receipts and disbursements for the period July 1, 2012
through June 30, 2013 and for the period July 1, 2013 through February 28, 2014, respectively.

Population and Economy of the State

The State of California is by far the most populous state in the nation, nearly 50 percent
larger than the second-ranked state according to the 2010 U.S. Census. The 2013 estimate of
California’s population is 38.2 million residents, which is 12 percent of the total United States
population.

California’s economy, the largest among the 50 states and one of the largest and most
diverse in the world, has major components in high technology, trade, entertainment, agriculture,
manufacturing, government, tourism, construction and services. The relative proportion of the
various components of the California economy closely resembles the make-up of the national
economy.

The California economy is experiencing a gradual and broadening recovery. Continued
growth in the high-technology sector, international trade, and tourism are being supplemented by
better residential construction and real estate conditions.

Demographic and economic statistical information and a discussion of economic
assumptions are included in this APPENDIX A under “PROPOSED FISCAL YEAR 2014-15
BUDGET - Economic Assumptions Underlying the Forecast for the 2014-15 Governor’s
Budget” and “ECONOMY AND POPULATION.”

Certain Defined Terms
The following terms and abbreviations are used in this APPENDIX A:

“Administration” means the Governor’s Office and those individuals, departments, and
offices reporting to it (including the Department of Finance).
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“2012 Budget Act” means the Budget Act for fiscal year 2012-13, adopted on June 27,
2012.

“2012-13 Budget” means the 2012 Budget Act plus related legislation to implement the
budget.

“2013-14 Governor’s Budget” means the Governor’s Proposed Budget for fiscal year
2013-14 released on January 10, 2013.

“2013-14 May Revision” means the May Revision of the 2013-14 Governor’s Budget
released on May 14, 2013.

“2013 Budget Act” means the Budget Act for fiscal year 2013-14, adopted on June 27,
2013.

“2013-14 Budget” means the 2013 Budget Act plus related legislation to implement the
budget.

“2014-15 Governor’s Budget” means the Governor’s Budget for fiscal year 2014-15
released on January 9, 2014.

“BSA” means the Budget Stabilization Account created under Proposition 58. See
“STATE FINANCES — Budget Reserves.”

“ERBs” means Economic Recovery Bonds of the state issued pursuant to Proposition 57.
See “STATE INDEBTEDNESS AND OTHER OBLIGATIONS — Economic Recovery Bonds.”

“EXHIBIT 1" means the State Controller’s Unaudited Statement of General Fund Cash
Receipts and Disbursements for the period from July 1, 2012 through June 30, 2013 as attached
to this APPENDIX A as EXHIBIT 1.

“EXHIBIT 2” means the State Controller’s Unaudited Statement of General Fund Cash
Receipts and Disbursements for the period from July 1, 2013 through February 28, 2014 as
attached to this APPENDIX A as EXHIBIT 2.

“LAO” means the Legislative Analyst’s Office, an entity of the State Legislature.

“Proposition 30” means The Schools and Local Public Safety Protection Act of 2012, an
initiative measure which was approved by the voters in the November 2012 statewide general
election ballot. See “STATE FINANCES — Sources of Tax Revenue.”

“Proposition 39” means the California Clean Energy Jobs Act, an initiative measure
which was approved by the voters in the November 2012 statewide general election ballot. See
“STATE FINANCES — Sources of Tax Revenue.”

“SB 105” means Senate Bill 105 (Chapter 310, Statutes of 2013), providing additional
appropriations in fiscal year 2013-14 to address a court-ordered reduction of the prisoner
population in state prisons.



“SFEU” means the Special Fund for Economic Uncertainties, created pursuant to
Government Code Section 16418.

Reference to the “state” as a noun or adjective means the State of California, following
the practice of the Department of Finance.

RECENT DEVELOPMENTS

The following significant developments have occurred since the previous state
Appendix A released in November 2013.

2014-15 Governor’s Budget. On January 9, 2014, the Governor’s proposed budget was
released. The proposal continues to pay down the “wall of debt”, while continuing to invest in
public schools and expand health care coverage for millions. The proposal also includes a
deposit in the state’s rainy day fund (BSA). See “PROPOSED FISCAL YEAR 2014-15
BUDGET”.

Subsequent to the release of the 2014-15 Governor’s Budget, a $274 million error
involving an overstatement of personal income tax accruals for fiscal year 2011-12 and prior
years was discovered by the Administration. This resulted in a $274 million overstatement of the
2012-13 beginning fund balance and the Special Fund for Economic Uncertainties.

Recent Tax Receipts. The Department of Finance reported that, based on agency cash
receipts, tax receipts for January, 2014 were $90 million above the 2014-15 Governor’s Budget
forecast of $12.229 billion. Revenues through January were $131 million above the expected
$55.472 billion.

The Department of Finance reported that, based on agency cash receipts, tax receipts for
February, 2014 were 3825 million above the 2014-15 Governor’s Budget forecast of $3.223
billion. Year-to-date revenues, which include a $9 million positive adjustment to January
revenues, are $965 million above the expected 358.695 billion.

Recent CalPERS Action. On February 20, 2014, the CalPERS Board of Administration
adopted new mortality and retirement assumptions as part of a regular review of demographic
experience. The impact of the assumption changes will be phased-in over three years, with a
twenty year amortization, beginning in fiscal year 2014-15. The state estimates these changes
will increase the state’s retirement contribution by an additional $430.1 million ($254.2 million
from the General Fund) in fiscal year 2014-15, with additional expected increases in the
following two years. See “PENSION TRUSTS — CalPERS - Actuarial Assumptions.”

Court Ordered Release of State Inmates. In connection with long-standing litigation
concerning prisoner health care, which had resulted in court orders for the state to reduce its
prison population by early in 2014, on February 10, 2014, the federal three-judge panel granted
the state’s request to extend the deadline for meeting the population cap of 137.5 percent of the
prisons’ design capacity until February 28, 2016, subject to a number of conditions. See
“STATE FINANCES - California Department of Corrections and Rehabilitation” and
“LITIGATION — Prison Healthcare Reform and Reduction of Prison Population.”




Drought Declaration by the Governor. The state is experiencing record dry conditions.
Snowpack in California’s mountains is severely below average through February 2014, and
California’s largest water reservoirs have very low water levels for this time of year. On
January 17, 2014, Governor Brown proclaimed a State of Emergency and directed state officials
to take all necessary actions to prepare for these drought conditions. The State of California
Department of Water Resources has reduced water allocations from the State Water Project and
the U.S. Bureau of Reclamation has announced reduced water allocations from the federal
Central Valley Project for 2014. The Legislature passed and the Governor signed emergency
legislation to provide over $680 million (of which $541 million is from existing voter approved
bonds) for drought relief efforts, such as assisting citizens disproportionately impacted by the
drought and supporting local and regional water supply and conservation projects. As the
drought evolves, the Administration will be monitoring the situation.

PROPOSED FISCAL YEAR 2014-15 BUDGET
General

The 2014-15 Governor’s Budget, released on January 9, 2014, proposes a multi-year plan
that is balanced, and pays down budgetary debt from past years.

General Fund revenues and transfers for fiscal year 2014-15 are projected at $104.5
billion, an increase of $4.4 billion or 4.3 percent compared with revised estimates for fiscal year
2013-14. General Fund expenditures for fiscal year 2014-15 are projected at $106.8 billion, an
increase of $8.3 billion or 8.5 percent compared with revised estimates for fiscal year 2013-14.
The projected excess of expenditures over revenues and transfers is due in part to the budgetary
accounting treatment of the BSA transfer, described in the next paragraph, and to the allocation
of revenues to pay down “wall of debt” liabilities. See Table 3.

For the first time since the 2007-08 fiscal year, the Governor will allow full funding of
the BSA during fiscal year 2014-15. Pursuant to Proposition 58 of 2004, the state will set aside
3% of estimated General Fund revenues, estimated at about $3.2 billion, in the BSA. Under
Proposition 58, half this amount will remain in the BSA, and half will be transferred to a
redemption account to retire Economic Recovery Bonds (one of the components of the “wall of
debt”). Under the state’s budgeting procedures (and included in the figures in the previous
paragraph), the $1.6 billion transferred to the BSA for “rainy day” purposes will be reflected as a
reduction of revenues and transfers, while the $1.6 billion used to retire Economic Recovery
Bonds will be reflected as an expenditure of General Fund resources. The Legislature cannot
reduce or suspend the transfer to the BSA, but can increase the transfer. The Governor can
modify the transfer up to June 1, 2014. See “STATE FINANCES — Budget Reserves — Budget
Stabilization Account.”

The 2014-15 Governor’s Budget has the following other major components:

. Proposition 98 — proposes funding of $61.6 billion for fiscal year 2014-15, of
which $45.1 billion is from the General Fund. When combined with General Fund increases of
$3.7 billion in 2012-13 and 2013-14, the Budget proposes a $9.7 billion increase in the General
Fund investment in K-14 education compared to the 2013-14 Budget. The Budget also proposes




to eliminate school budgetary deferrals in fiscal year 2014-15. See “STATE FINANCES —
Proposition 98 and K-14 Funding”.

. Higher Education — proposes total state funding of $12.8 billion for all major
segments of Higher Education, including $12.4 billion from the General Fund (both Non-
Proposition 98 and Proposition 98), an increase of $1.2 billion General Fund from revised
estimates for fiscal year 2013-14. The remaining funds include special and bond funds.

. Health and Human Services — proposes $48.1 billion, including $28.8 billion
General Fund and $19.3 billion from special funds, for these programs. See “STATE
FINANCES — Health and Human Services.”

. Implementation of the Affordable Care Act — proposes $7.6 billion, including
$250.8 million from the General Fund, to implement federal health care reform, which started in
January 2014, and will provide coverage to millions of Californians. See “STATE FINANCES —

Health and Human Services — Health Programs — Health Care Reform.”

. Prison Funding — proposes total state funding of $12.0 billion, including $9.6
billion from the General Fund and $2.4 billion from special funds, for the Department of
Corrections and Rehabilitation. On February 10, 2014, the federal three-judge panel granted the
state’s request to extend the deadline for meeting the population cap of 137.5 percent of design
capacity until February 28, 2016. The proposed budget assumed this two year extension would
be granted. See “STATE FINANCES - California Department of Corrections and
Rehabilitation” and “LITIGATION — Prison Healthcare Reform and Reduction of Prison
Population.”

. Redevelopment Agency Dissolution Savings — proposes Proposition 98 General
Fund savings of $1.1 billion in fiscal year 2013-14 and $785 million in fiscal year 2014-15. This
reflects the receipt of a like amount of property tax revenues in each fiscal year by K-12 schools
and community colleges.

. Payment of Interest on Unemployment Insurance Fund Debt — proposes $231.6
million from the General Fund to make the 2014 interest payment on the outstanding loan from
the federal unemployment account. Interest will continue to accrue and be payable annually
until the principal on the Ul loan is repaid. The principal amount of the federal loan is projected
to be $8.8 billion at the end of calendar year 2014 compared to $9.7 billion at the end of 2013.
See “STATE FINANCES — Unemployment Insurance.”

. Cash Management — Cash flow needs will be managed through internal and
external borrowing. The 2014-15 Governor’s Budget projects the need for $3.5 billion in
revenue anticipation notes, compared with $5.5 billion in fiscal year 2013-14.

. Reserve Policy — the Governor’s Budget proposes a constitutional amendment to
appear on the November 2014 ballot which would significantly amend the existing rainy day
fund requirements established by Proposition 58. See “STATE FINANCES — Budget Reserves.”
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The following table summarizes the General Fund in the 2014-15 Governor’s Budget:
TABLE 1

General Fund Budget Summary

(Dollars in Millions)

As of 2013 As of 2014-15
Budget Act Governor’s Budget
Fiscal Year Fiscal Year Fiscal Year
2013-14 2013-14 2014-15
Prior Year Balance® $ 872 $ 2,528 $ 4212
Revenues and Transfers 97.098 100,147 104,503
Total Resources Available 97,970 102,675 108,715
Non-Proposition 98 Expenditures 57,226 57,515 61,731
Proposition 98 Expenditures 39.055 40,948 45.062
Total Expenditures 96,281 98,463 106,793
Fund Balance® 1,689 4,212 1,922
Budget Reserves:
Reserve for Liquidation of Encumbrances 618 955 955
Special Fund for Economic 1,071 3,257 967
Uncertainties®
Budget Stabilization Account/
Rainy Day Fund 1,591

Source: State of California, Department of Finance.

@ In this table, for the 2014-15 Governor’s Budget columns, beginning in 2013-14, this figure includes a $274 million
overstatement of personal income tax accruals for 2011-12 and prior years, an error identified by the Administration subsequent
to the release of the Governor’s Budget. This results in a $274 million overstatement of the Fund Balance and the Special Fund
for Economic Uncertainties.

Development of Revenue Estimates

Development of the forecast for the major General Fund revenues begins with a forecast
of national economic activity prepared by an independent economic forecasting firm. The
Department of Finance’s Economic Research Unit, under the direction of the Chief Economist,
adjusts the national forecast based on the Department of Finance’s economic outlook. The
national economic forecast is used to develop a forecast of similar indicators for California
activity.

After finalizing the forecasts of major national and California economic indicators,
revenue estimates are generated using revenue forecasting models developed and maintained by
the Department of Finance. With each forecast, adjustments are made for any legislative,
judicial, or administrative changes, as well as for recent cash flow results. The forecast is
updated twice a year and released with the Governor’s Budget by January 10 and the May
Revision by May 14.
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National Economy. The national economy continued to recover between April 2013,
when the economic forecast for the 2013-14 May Revision was constructed, and November
2013, when the economic forecast for the 2014-15 Governor’s Budget was developed. Various
economic indicators suggest that the national economy experienced an uneven expansion in
2013, with a strong third quarter, and growth likely muted in the fourth quarter by the federal
government shutdown. The recovery is expected to pick up in 2014 and 2015.

Following an annual growth rate of 1.1 percent in the first quarter of 2013, output of the
national economy (Real Gross Domestic Product) grew by 2.5 percent in the second quarter and
4.1 percent in the third quarter of 2013 — the tenth consecutive quarter of growth. A decline in
federal defense spending slowed economic growth in the first half of 2013. Retail sales grew
5.2 percent in 2012 and 4.1 percent in 2013. These numbers reflect the new national accounts
methodology used by the U.S. Bureau of Economic Analysis.

The national unemployment rate declined gradually from the middle of 2011 through
2013, to 6.7 percent in December. Nonfarm payroll employment expanded at a modest pace
from 2011 through the end of 2013. The expiration of long-term unemployment benefits at the
end of December likely contributed to a drop in the labor force at the end of 2013, as
discouraged job-seekers no longer had the incentive of unemployment benefits to remain in the
labor force (defined as those employed or actively seeking work).

Home building has been gradually improving but is still relatively weak compared to pre-
crisis levels and historical averages. New home construction increased modestly in 2011 and
then accelerated sharply in 2012. While still at a subdued level with respect to pre-crisis levels,
housing starts wer